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Long Run Competitive Adjustment Process

What can disturb a short run equilibrium?

1. long run changes in plant size

2. entry and exit – a key characteristic of competitive markets

3. technological change alters cost structure

1.   Long run cost considerations

Long run average total cost (LATC) curve

Shape of LATC and notion of returns to scale

2.  Entry if current firms are earning  excess profits  




Excess profits =  return on capital that is  >  “normal rate” for the industry 




This is equivalent to having P > ATC, because total costs includes normal rate of return (the opportunity cost of capital)

entrants shift industry short run supply curve out

result is decline in P, original firms must lower their profit maximizing Q

entry continues until profits reach zero (normal profits, normal rate of return)

exit scenario if existing firms were taking economic losses, reverse process until, again, profits return to zero

in the long run equilibrium, firms must be at lowest point on long run ATC curve or they can be undersold, so P = LATC too.

implications of the long run equilibrium conditions, the invisible hand triumphant

examples of long run adjustment process in action

recent rise of organic farming as an example of competitive adjustment?

3.  Long run supply curve:

not just a flatter short run S curve

deriving the long run supply curve

constant cost case

increasing cost case

4.  How technological change and “learning by doing” enter into this model

Reflections on the model and its usefulness for policy analysis

